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No. 7544.

Oltrrmt Olourt of Appeals
Jor % Ntntlj Qltrrmt

Keck Investment Company,

Petitioner,

vs.

Commissioner of Internal Revenue,

Respondent.

PETITION FOR REHEARING.

To the Honorable Curtis D. Wilbur, Francis A. Garrecht

and William Denman, Judges of the United States

Circuit Court of Appeals for the Ninth Circuit, and

Charles C. Cavanah, District Judge, Acting Circuit

Judge:

Comes now the Keck Investment Company and presents

this its petition for a rehearing of the above entitled

cause and in support thereof respectfully shows:

1. The opinion of this Honorable Court is contrary

to the opinions of the United States Courts of Appeals



for the First, Second, Third, Seventh, and Eighth Cir-

cuits rendered in the following cases:

Conrad & Company v. Commissioner of Internal

Revenue, 50 F. (2d) 576 (C. C. A. 1);

Blackmer v. Commissiojier of Internal Revenue,

70 F. (2d) 255 (C. C A. 2);

Boggs & Buhl v. Commissioner of Internal Rev-

enue, 34 F. (2d) 859 (C. C A. 3);

Chicago Railway Equipment Co. v. Blair, 20 F.

(2d) 10 (C/C. a/7);

Sioux City Stockyard Co. v. Commissioner of

Internal Revenue, 59 F. (2d) 944 (C. C. A. 8).

2. The opinion of this Honorable Court does not pass

upon the main question presented, i. e., whether a tax-

payer may use its earnings for the purpose of protecting

its assets without subjecting itself to the penalty provided

in Section 220 of the Revenue Act of 1921.

3. The opinion of this Honorable Court is contrary

to the established rule of law that fraud is never pre-

sumed.

4. The opinion of this Honorable Court is contrary

to law in that it approves a conclusion made by the Board

on an issue not presented to the Board (which issue was

not passed upon by the Commissioner) and on which

Petitioner had no opportunity of presenting evidence,

thus working a grave injustice upon Petitioner.

This Honorable Court in its opinion cites the case of

/. C. Blair Co. v. Commissioner of Internal Revenue,

34 F. (2d) 861, 863 (C. C. A. 3), as authority for the

rule of law that the "Commissioner was not bound to

accept the retroactive testimony of witnesses". The Blair
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case was decided by the Third Circuit on September 10,

1929. This same Circuit Court on September 23, 1929,

held in the case of Boggs & Buhl v. Commissioner of

Internal Rez^enue, 34 F. (2d) 859, directly contrary to

its decision in the Blair case.

In the Boggs & Buhl case the question presented was

the determination of 1916 values (by retroactive testi-

mony) in 1928 or 1929. The Third Circut Court in this

case stated

:

"* * * While the board may, as a g"eneral

principle, reject expert testimony and reach a con-

clusion in accordance with its own knowledge, ex-

perience, and judgment, yet it must have knozdedge

of and experien€e with the particular subject under

consideration. There is no evidence that the board

had any independent and personal knowledge what-

ever of the business, reputation, and good will of

the petitioner. Therefore it could not set aside or

disregard all the positive and affirmative evidence as

to the value of the good zvill, and base its conclusion

upon conjecture. * * '-!^ Consequently it should

not have disreg'arded the only positive and direct

evidence as to the value of the good will of the

petitioner. * * ^^ (Italics ours.)

The foregoing case has been followed at least in principle

by the following Circuit Courts of Appeals

:

Conrad & Company v. Commissioner of Internal

Revenue, 50 F. (2d) 576 (C. C. A. 1);

Blackmer v. Commissioner of Internal Revenue,

70 F. (2d) 255 (C. C. A. 2)

;

Chicago Raikvay Equipment Co. v. Blair, 20 F.

(2d) 10 (C. C. A. 7);

Sioux City Stockyard Co. v. Commissioner of

Internal Revenue, 59 F. (2d) 944 (C C. A. 8).



Even if the opinion testimony of Mr. Keck should be

disregarded, we sincerely urge that the uncontradicted

testimony of the government engineer should be accepted.

His testimony (and Mr. Keek's) was the only positive

and affirmative evidence as to value. His report and

determination was made in 1927 at the behest of the

Commissioner in an endeavor to obtain additional taxes.

That the purpose of his report was to determine the value

of the stock of the Miley-Keck Oil Company is evident

from the first paragraph of his report wherein he states

[R. p. 84] :

"* * * As the Miley-Keck Oil Company stock

was not traded in, nor did it have a free and

unrestricted market value on that date, it has become

necessary to value the assets of the Oil Company.

The Board of Tax Appeals found as a fact that the

"total liabilities of the Miley-Keck Oil Co. exceeded the

fair market value of all of its other properties by the

sum of $357,368.35." [R. p. 22.] Hence the total value

of this corporation's assets was $4,784,302.56 ($5,141,-

670.91, value of leases, less $357,368.35), thus establish-

ing a value of $4.78 per share.

Since the Respondent offered no evidence as to value,

and this value was established by the government's own

engineer, it is respectfully submitted that under the fore-

going authorities, this Honorable Court's opinion is

erroneous.

Whether the Board was correct in disregarding the

retroactive opinion testimony of Mr. Keck as to values,

it most assuredly was in error in disregarding his uncon-

tradicted and positive testimony with respect to actual
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facts. These facts related to (1) the actual surplus

available for dividends, and (2) the use of Petitioner's

earnings.

In the Boggs & Buhl case the Circuit Court of Appeals

for the Third Circuit stated:

"* * * A jury, commission, or board may not

arbitrarily ignore or discredit the testimony of un-

impeached witnesses, so far as they testify to facts,

and a willful disregard of such testimony will be

ground for a new trial; * * *."

Petitioner's balance sheets (which formed the basis of

the Commissioner's determination [R. p. 12] ) disclosed

an earned surplus at December 31, 1923 of $657,397.07.

This surplus was made up partially of a book asset of

$400,355.96, to wit, stock of Keck Drilling Corporation.

Mr. Keck testified that this last named corporation ceased

operations in September, 1923, and that it was not an

operating company on December 31, 1923. [R. pp. 57-58.]

Mr. Keck further testified that the value of the stock of

the Keck Drilling Corporation at December 31, 1923 was

less than $50,000.00. [R. p. 58.] The uncontradicted

testimony of Mr. Keck is thoroughly corroborated by the

Petitioner's book records as well as by the balance sheet

of the Keck Drilling Corporation. Petitioner during the

year 1923 received liquidating dividends from the Keck

Drilling Corporation, thus proving that it was in liquida-

tion. [R. p. 76, paragraph 6.]

A reference to Exhibit 4 [R. p. 89] shows that the

Keck Drilling Corporation had a value of g'ood will of

$892,246.21 which, subtracted from its total assets of

$932,537.56, left less than $50,000.00. Mr. Keck testified

that the Keck Drilling Corporation had no good will at
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the end of 1923. [R. pp. 57-58.] It should require no

argument to demonstrate that an inactive liquidating com-

pany has no good will value, consequently, the uncontra-

dicted factual testimony conclusively establishes the fact

that the book surplus of $657,397.07 was not available

for dividends. The foregoing testimony shows that the

actual surplus was not more than $307,041.11 (which is

further reducible as hereinafter pointed out).

Just how much of this book surplus was available for

dividends was not determined by either the Board or this

Honorable Court. This is a very vital question for upon

it necessarily depends the ultimate issue. A corporation

having no surplus and large current earnings could not

possibly be subject to the penalty even though the stock-

holders would have been liable for more surtaxes had the

earnings been distributed.

Petitioner respectfully submits that it is entitled to

have determined by this Honorable Court what its actual

surplus available for dividends was. An earned surplus of

$657,397.07 may be unreasonable, but certainly a small

surplus may not by the same token be unreasonable. The

size of an accumulated surplus has always been one of

the main factors in determining the intent necessary to

be found in applying the statute. Besides the foregoing

there are many other factors disproving the intent to

violate the statute.

The uncontradicted factual testimony of Mr. Keck

shows that the earnings were not retained for the pro-

hibited purpose, but were retained for use in the protection

of Petitioner's assets. [R. pp. 62-63.] The book evidence

substantiates this testimony.



Petitioner's books showed an investment of $625,000.00

in the stock of the Superior Oil Company. [R. p. 73.]

During the years 1923, 1924 and 1925 Petitioner advanced

to the Superior Oil Company the respective sums of

$680,414.00, $878,057.60 and $100,000.00. [R. p. 88.]

The uncontradicted factual testimony shows that these

sums were advanced (because of the financial condition

of that company) for the purpose of protecting- Peti-

tioner's assets. [R. pp. 59, 60, 61 and 62.] The factual

testimony of Mr. Keck is well supported by the boqk

records. The balance sheet of the Superior Oil Company

for the year 1923 [R. p. 93] shows that it suffered a net

loss during that year of $1,579,689.96 and that its net

assets amounted only to $3,177,812.94. For the year

1924 the net loss of the Superior Oil Company amounted

to $1,098,135.05.

The wisdom of Petitioner in thus protecting its assets

is apparent from the balance sheet at December 31, 1923

[R. p. 97] of the Superior Oil Company, which shows a

substantial increase in assets and a net profit of $151,-

516.51. The sum advanced during the year 1923 exceeded

the entire earnings accumulated since its incorporation.

When the sum advanced to the Superior Oil Company

for 1923 ($680,414.00) [R. p. 88], is compared with the

net earnings of Petitioner for the same year ($223,248.76)

[R. p. 76], all intent to retain the earnings for the pro-

hibited purpose disappears. This must be so unless this

Court intended to hold that the retention of current earn-

ings by a corporation for the purpose of protecting its

assets is illegitimate and tainted with fraud. The Board

of Tax Appeals in effect so held, and it should be pointed

out that four of the Board Members dissented. The

Board in its opinion stated [R. p. 30]:
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"* * * The petitioner contends that it was

necessary for it to finance the Superior Oil Co.,

which had little bank credit, and that if it had not

financed that company its investment in it would

have been lost by forfeiture of leases. We are not,

however, impressed by this argument. The business

of the Superior Oil Co. was not the business of this

company, * * *."

Therefore, the main question presented (perhaps very

clumsily by counsel) to this Honorable Court was whether

Petitioner's use of its earnings in the protection of its

investments was legitimate or tainted with fraudulent

intent, such as to subject Petitioner to the severe statutory

penalty. This main question was not commented upon in

the decision of this Honorable Court.

Counsel for Petitioner submits that this is an extremely

vital question for upon its answer depends the very exist-

ence of Petitioner and other corporations. Corporate tax-

payers, including Petitioner, are constantly using their

earnings to protect their investments. If a corporation

may not do this without suffering the penalty, then it

cannot exist.

If the use of corporate earnings in the protection of

its assets be legitimate, then it matters not whether sur-

taxes are avoided. It is an elementary fact that surtaxes

are avoided by the retention of every dollar earned by the

corporation. Consequently, before the statutory penalty

applies the intent to avoid surtaxes must have been the

cause of the retention. The mere fact that Mr. and Mrs.

Keck paid less surtaxes than they would have paid had

Petitioner not been org-anized, we respectfully submit, is

quite immaterial to the issue in this case. Fraud is never

presumed. The Commissioner proposed the penalty be-
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cause of his determination that Petitioner had during

1923 been availed of for the purpose of evading the im-

position of surtaxes upon its stockholders. [R. p. 12.]

That was the only issue in the case. The purposes for

v^hich Petitioner was formed were not in issue.

The statute imposes the penalty upon corporations

which are "formed or availed of for the purpose of pre-

venting the imposition of the surtax." Petitioner was

formed in 1922. No question has ever been raised as to

its formation. Why then should the decision be based

upon a question not in issue, and particularly without

affording taxpayer an opportunity to prove the reasons

for its formation?

The appeal before the Board involved only the year

1923 ; there was no occasion to go into the facts surround-

ing the formation of Petitioner. Petitioner was not a

''mere holding company" within the meaning of the

statute, and therefore no prima facie case existed against

it as is provided in the statute.

The Board did not find that Petitioner was a ''mere

holding company" ; in its opinion the Board concluded that

Petitioner was organized primarily as a holding company,

but such a statement, even though regarded as a finding

does not bring it within the provisions of the statute relat-

ing to "mere holding companies." We find no quarrel

with the general rule of law that a statement in the opin-

ion may perform the function of a finding of fact, but

we submit that the record does not justify such a con-

clusion. In its income tax return it was designated as

"investment and finance," and its articles of incorpora-

tion disprove that it was primarily a holding company.

[R. p. 24.] The Board's findings show that Petitioner



—12—

realized a profit in excess of $75,000.00 from the sale

of real estate, stocks and bonds and other capital as-

sets, which was at least one-third of the total net profit

received by Petitioner. During 1923 it was not even

primarily a holding company. Mr. Keck stated that the

activities of Petitioner during 1923 consisted mostly of

acquiring leases and financing the Superior Oil Com-

pany. Petitioner was more of a financing company than

a holding company; the advances to the Superior Oil

Company prove this. Petitioner's business was "invest-

ment and finance." [R. p. 24.] This testimony is un-

contradicted. Therefore, Petitioner during the year 1923

was not primarily a holding company.

Irrespective of how this Honorable Court shall finally

rule upon the deductibility of the loss claimed on the sale

of the stock of the Miley-Keck Oil Company of $250,-

594.50, nevertheless, we believe this issue has a material

bearing upon the intent. Certainly, the government's own

engineer's value created a legitimate doubt as to whether

the loss was or was not sustained. The uncontradicted

evidence heretofore referred to shows conclusively that

Petitioner did sustain a loss during 1923 of $450,000.00

on account of the liquidation of the Keck Drilling Cor-

poration. Whether the statute would permit this loss as

a deduction is immaterial in determining the intent. The

fact is established that such a loss actually existed. Peti-

tioner acquired the Keck Drilling Corporation stock at a

cost (value) of $500,000.00. [R. p. 21.] This loss

even though not a statutory loss certainly should be taken

into consideration in determining the current earnings

available for dividends. The loss was far in excess of the

current earnings. Consequently, there were no current

earnings available for dividends in 1923,
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Furthermore, the record shows that 625,000 shares of

the capital stock of the Superior Oil Company cost Peti-

tioner (value) $625,000.00. [R. p. 20.] The balance

sheet of the Superior Oil Company at December 31,

1923 showed 4,000,000 shares of stock outstanding

against total assets of $3,177,812.94 which proves that

the Superior Oil Company stock held by Petitioner then

had a value of only approximately 79% of its cost, which

would materially reduce the actual surplus available for

dividends. It is a fundamental rule of law that dividends

may not be declared except from accumulated earnings,

that is, surplus. It is furthermore a fundamental rule of

law that a corporation must have an actual surplus and

not merely a book surplus. Directors of a California

corporation would subject themselves to criminal prosecu-

tion if they declared dividends out of a book surplus when

they knew in truth and in fact that there did not exist a

real surplus.

If the book evidence as to value is sufficiently important

to overcome all the direct and positive testimony, then

that same book evidence should be accepted in determining

the main question in this case. If such book evidence is

accepted, then it is apparent that none of Petitioner's

earnings for the year 1923 were available for dividends.

The book evidence certainly discloses:

(a) That the 625,000 shares of Superior Oil Com-

pany stock had a book value at December 31, 1923 of

not more than $500,000.00, thus establishing a loss in

value of $125,000.00, which most assuredly would have

been reflected in the surplus. (Total amount of the assets

of Superior Oil Company [R. p. 93] was $3,177,812.94

showing a decrease in value of more than 20%, as against

4,000,000 shares with a per share value of $1.00);
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(b) That all but $50,000.00 of Petitioner's invest-

ment of $400,355.96 in the stock of Keck Drilling- Cor-

poration had been lost by December 31, 1923.

The surplus of Petitioner at December 31, 1923 was not

more than $182,041.11 ($657,397.07 minus the sum of

$350,355.96 loss on Keck Drilling Corporation stock and

$125,000.00 decrease in value of Superior Oil Company

stock).

Furthermore, the book evidence discloses that the Keck

Drilling Corporation was in process of liquidation [R. pp.

76, 89] and at December 31, 1923, had available for

distribution only the following assets which were subject

to the liabilities shown on Exhibit 4 [R. p. 89] :

Pacific Oil Stock $ 1,770.74

Notes Receivable 10,000.00

Accounts Receivable 25,155.45

Cash 3,365.16

$40,291.35

The foregoing book evidence corroborated by the un-

contradicted testimony of Mr. Keck, that ,the Keck Drill-

ing Corporation ceased operations in September, 1923,

proves conclusively that Petitioner sustained a loss dur-

ing 1923 of the difference between its cost of the Keck

Drilling Corporation stock ($500,000.00 [R. p. 20]) and

its unrecovered cost at December 31, 1923, ($40,291.35),

which loss amounted to $459,708.65. This is more than

Petitioner's current earnings.

The book evidence, therefore, shows that Petitioner had

no current earnings available for dividends during the

year 1923. The taxing statute specifically treats liquidat-
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ing dividends as returns of capital to the extent o£ the

cost of the stock. If a taxpayer receives less (as in this

case) it suffers a statutory loss. Whether such an un-

claimed loss is deductible is, of course, immaterial.

The mere fact that the loss actually occurred and was

not taken advantage of, is, we respectfully submit, the

strongest kind of evidence that Petitioner was not schem-

ing to avoid taxes. This Honorable Court seems to have

attached much importance to the Board's conclusion that

"had the Keck Investment Co. not been formed these

two principal stockholders would have been liable for sur-

tax not only upon the net income shown upon its return

for 1923, but also for income tax upon $146,966.44 of

dividends from domestic corporations."

As we have heretofore pointed out, stockholders avoid

the liability for surtaxes every time the corporation retains

a dollar of profit. No corporation can retain its earnings

without assisting its stockholders in avoiding surtaxes.

The mere fact that surtaxes are thus avoided is not a vio-

lation of the statute. If it were otherwise, then every

corporation failing to distribute its earnings would be

subject to the penalty since every corporation would then

be assisting the stockholders in avoiding surtaxes.

The statute is premised upon the idea that this penalty

shall not apply to accumulations of surplus which are

within the reasonable requirements of a business. T B M
2, CB 1, p. 181.

A statute which stands on the footing of the partici-

pants' state of mind may need the support of a presump-

tion, indeed be practically unenforceable without it, but

the test remains the state of mind itself, and the presump-

tion does no more than make the taxpayer show his
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hand. (Pariso v. Towse, 45 F. (2d) 962 (C. C. A. 2);

Alpine Forwarding Co. v. Pennsylvania R. R. Co., 60 F.

(2d) 734 (C. C. A. 2).)

The purpose is rather to penahze those accumulations

which have a purpose of preventing the imposition of sur-

taxes. There is nothing illegitimate in the accumulation

of surplus to strengthen the financial position of a cor-

poration with a view to expanding activities and con-

templated development; the unreasonable accumulations

provision does not require that a business should remain

static. {William C. DeMille Productions, Inc., 30 B. T.

A. 826.)

To hold that the mere accumailation of earnings in this

case constituted a violation of the statute is equivalent to

saying that a corporation may not use its earnings for

the purpose of protecting its assets. The use to which

Petitioner put its earnings was not for the mere enlarge-

ment of investments, but was to keep those investments

from becoming absolutely worthless. The investment in

the Superior Oil Company stock as disclosed by the

balance sheet of that company showed that Petitioner's

investment had shrunk in value (book value) at least

25 per cent and perhaps more. The Superior Oil Com-

pany, having sustained substantial losses during the

years 1923 and 1924 since it had no borrowing capacity,

undoubtedly would have been forced into bankruptcy had

it not been for Petitioner. It is conceivable that a mere

holding company which uses its earnings only for the

purpose of acquiring additional investments may run

afoul of the statute, but such is not the case here.

The issues in this case involve complicated questions

of fact and accounting and complicated and intricate prob-
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lems of law. The main issue is a question of first im-

pression, no other court having- passed upon it. A deter-

mination of this issue, so far as this taxpayer is con-

cerned, is of vital importance to it: it is of vital im-

portance to it as Petitioner may be similarly situated for

other years. The question also vitally affects many other

corporations which use their earnings for the protection

of their investments.

Wherefore, upon the foregoing grounds it is respect-

fully urged that this petition for a rehearing be granted

and that the order of the Board of Tax Appeals be, upon

further consideration, reversed.

Respectfully submitted,

Thomas R. Dempsey,

A. Calder Mackay,

Attorneys for Petitioner.

1104 Pacific Mutual Building,

Los Angeles, California.

Certificate of Counsel.

I, counsel for the above named petitioner, do hereby

certify that the foregoing petition for a rehearing is

presented in good faith and in the judgment of counsel for

Petitioner is well founded and that it is not interposed

for delay.

A. Calder Mackay,

Attorney for Petitioner.,^^


